implications for others. In the monetary policy field this has sometimes happened, and that is why the first substantive step in this paper must be to establish a framework for the discussion that recognises the interconnectedness of the components of what I like to call the monetary order.
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It is helpful to think of such an order as consisting of four components:
(i) The goals of monetary policy;
(ii) The institutional background and broader policy framework within which these goals are pursued;
(iii) The credibility of those same goals among the public at large, and hence the compatibility of their beliefs and actions with those goals; (iv) The political institutions through which decisions about the first two components of the monetary order are taken, and the extent to which they provide for public accountability on the part of those making and executing those decisions.
With matters put this way, it is readily seen that it is all too easy for dissonances to arise within any country=s monetary order which can lead to malfunctions. A monetary order may be incoherent for many reasons, and fail to achieve its goals. For example, problems can be created by assigning the twin goals of Afull employment@ and Aprice stability@ to a monetary authority, and then giving specific empirical content to them that renders them unattainable as a consequence of, say, policies that are simultaneously being implemented towards the structure of the labour market. Or, to cite another common failing, the credibility of a low inflation or fixed exchange rate goal can be undermined by irresponsible fiscal policies. A flawed monetary order will not maintain, or even perhaps achieve, credibility, and in due course, it will lose the political support needed to keep it in place. 3 Furthermore, it is not hard to see how a country=s political history and institutions can influence the extent to which the population at large trusts the monetary authorities to begin with, and expects to be able to hold them accountable on an ongoing basis through mechanisms that the current institutional framework, itself a creation of a specific history, provides. Such factors explain why, for example, the electorates of European countries that have ratified the Maastricht Treaty, one of whose elements was the establishment of a new currency, the Euro, under the auspices of a European Central Bank that is virtually independent of the domestic politics of individual countries, are in a very different position vis-a-vis their monetary authorities than the electorate of the United
States. There the central bank draws its authority from the Federal Reserve Act, must abide by the Humphrey Hawkins Act, and defines itself as independent within rather than of the federal government.
More generally, these factors also explain why the politics of monetary policy are likely to play themselves out in very different ways in different jurisdictions. Again, a comparison of Europe and North America is instructive. As Lars Jonung (2002) has recently argued, for Sweden and the United Kingdom, the two members of the European Union that still maintain a flexible exchange rate against the Euro, the main political element in the decision whether or not to give up their own currencies has to do with differing degrees of trust that their electorates put in domestic versus European institutions, either of which would nevertheless be accountable to them. In North America on the other hand, as will be shown below, the major political choice facing the Canadian electorate is whether to continue with Canadian policy making institutions that are domestically accountable, or to surrender control of important aspects of economic policy to American institutions that would remain accountable only to the US electorate.
There is, then, no single monetary order that is uniquely coherent, nor is there any particular reason to suppose that, among those that are economically viable in principle, the same style of monetary order will turn out to be politically acceptable, or even workable, in every country. To pose the fundamental choice in monetary matters as being among alternative orders, therefore, draws attention to certain pitfalls in more partial approaches, not least, and perhaps particularly, those which deal with to exchange rate arrangements in isolation. Even the traditional question Afixed or flexible exchange rates?@ turns out to be badly formulated when viewed in this light.
A fixed exchange rate is, in and of itself, a goal for monetary policy, and because the exchange rate is clearly visible to economic agents in general, and a variable of considerable importance too, a fixed value for it may be a credible policy goal, and one for whose achievement the authorities can be held politically accountable.
To argue for a fixed exchange rate, then, is to argue for an arrangement that in and of itself comes close to characterising a coherent monetary order because it impinges directly on three of its four defining components. A flexible exchange rate, on the other hand, is merely an institutional arrangement that falls under heading (ii) above. Its adoption does not define a policy goal, but merely permits some other goal, or goals, attainable or not, to be pursued. It is only when these have been specified that a discussion of the viability of a monetary order, one of whose components is a flexible exchange rate, can begin. It is small wonder, then, that when faced with a choice between Afixed@ or Aflexible@ exchange rates in isolation, most people select Afixed@. The alternative all too often seems synonymous with Aanything goes@, and who would choose that in monetary affairs?
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To think in terms of the monetary order, rather than of the exchange rate regime itself, is useful in other ways too. For example, an adjustable peg regime, viewed in this light, appears as a monetary order under which a fixed value for the exchange rate is the single target of monetary policy, but only for so long as the monetary authorities do not find some other goal more pressing. The difficulties that such arrangements have had in practice in establishing credibility, and hence their proneness to speculative attacks, are not hard to understand when matters are put this way. And more sophisticated proposals for exchange rate arrangements also present problems which can be easily elucidated when they are placed in this broader context. ACrawling pegs@ or Atarget zones@ are, for example, typically proposed because they permit the monetary authorities simultaneously to attend to other matters. Until these other matters are specified, however, and their interconnectedness to the exchange rate analysed, it is impossible to say anything about the viability of the monetary order of which the exchange rate regime in question is to form a part. And if these interconnections are complicated, then even when a proposed monetary order of this sort is logically coherent, its complexity may well create difficulties when it comes to generating credibility and political support for it. 4 The framework provided by the idea of a monetary order forces one to confront these difficulties. Now, in practice, flexible exchange rates have sometimes been associated with some very odd policy goals indeed, in Canada as much as elsewhere, and their pursuit has implied monetary orders that have been incoherent, or if coherent, incapable of establishing credibility, and hence unsustainable. There is no need here to discuss these matters in detail. Suffice it to assert that a flexible exchange rate does not inevitably create such problems. In particular, Canada=s current monetary order is based on clearly stated inflation targets and is supported by fiscal policy that is compatible with their continued pursuit. Furthermore, the general public understands what the inflation rate is and why it is important, and this understanding in turn provides an important precondition for the credibility of monetary policy, and for the electorate=s ability to hold policy makers accountable for their performance.
In short, the choice now being debated in Canada is not between maintaining a flexible exchange rate or going to some sort of hard-fix arrangement vis-a-vis the US dollar, though the matter is often stated this way.
Rather, it lies among maintaining a rather recently established but coherent monetary order based on inflation targets for a separate national currency, whose exchange rate against other currencies is market determined, and a number of alternatives, all involving one degree or another of North American monetary integration. The first step in evaluating this choice must be to describe the current order in more detail, and then to assess the economy=s performance in its presence.
Canada=s Current Monetary Order
In Canada at the moment, the precise goal of monetary policy is the maintenance of an inflation rate as measured by the consumer price index that fluctuates around 2 per cent. per annum, while remaining in a 1 -3 per cent range. This goal has been jointly set by the Minister of Finance on behalf of Parliament, and the Bank of Canada, so the latter institution clearly does not enjoy anything approaching what Stanley Fischer (1995) has called Agoal independence@. It is also worth noting that, though the inflation target clearly defines a mandate for the Bank of Inflation targets have been in place since 1991, with only minor modifications, and, as Figure 1 shows, the Bank of Canada has had considerable success in attaining them, particularly in the second half of the >90s.
Before then, there was a marked tendency for inflation to remain in the lower half of the target range, or even to fall below its lower bound. These targets now seem to be credible, and to enjoy widespread political support too, so much so that their renewal at the end of 2000 for a further five years was completely uncontroversial among the general public.
The institutional background against which inflation targets are pursued is of course complex. Suffice it here to note: that the Bank of Canada Act gives that institution all the legal authority necessary to conduct of monetary policy as it is usually understood, and to provide lender of last resort facilities to the financial sector;
that, like many other central banks nowadays, the Bank of Canada relies primarily on its control of the overnight interest rate to exert influence on the economy; that, unlike many central banks, it has no regulatory authority over the banking system beyond that inherent in its role in the clearing and settlement system, these powers resting mainly with the Superintendent of Financial Institutions and the Canadian and Quebec Deposit Insurance
Corporations; and that the exchange rate of the Canadian dollar is market determined, in the everyday sense of the phrase, the Bank of Canada not having intervened in the foreign exchange market since August 1998.
The Bank enjoys de facto Ainstrument independence@ in normal times, though the nature of its corporate structure as defined by the Bank of Canada Act does put certain limits on this. The Bank is a crown corporation, with all shares being held by the Minister of Finance on behalf of the people of Canada, and its twelve directors are part time political appointees. Though they exercise no control over the conduct of policy, they are not without indirect influence. Specifically, the directors appoint both the Governor and Senior Deputy Governor, subject to cabinet approval, and take seriously their responsibility for overseeing the competence with which the Bank=s professional staff undertakes its work. Furthermore, the Deputy Minister of Finance is a thirteenth, but non-voting, member of the Board, while the Governor is expected to consult regularly with the Minister himself regarding the conduct of policy. Even so, policy decisions are made by an informal Governing Council consisting of the Governor, the Senior Deputy Governor, and four other Deputy Governors, who are protected from day to day political pressures by two factors.
First, the appointments of the Governor and his Senior Deputy are on a Agood behaviour@ basis and for seven year terms; hence they can only be removed by Act of Parliament, and the timing of appointments and reappointments is desynchronized from the electoral cycle.
Second, and crucially, there is a unique local arrangement, known as dual responsibility, which came into being in the wake of the so-called Coyne affair, in which the Governor of the Bank, James 6 A brief guide to this episode is to be found in Laidler and Robson (1993) pp. 38 et seq. 7 The lectures collected together in Thiessen (2001) are the key source documenting the evolution of Bank of Canada thinking about policy transparency in the 1990s. political developments, none of which looked very likely ex ante, to make real headway here.
First, the election of a Liberal government at the end of 1993 had the widely expected consequence that John Crow, whose term as Governor was co-incidentally expiring, and whose conduct of policy had become an election issue, did not continue in office for a second term. He was replaced, however, not by one of his critics, but by the Bank=s Senior Deputy Governor, Gordon Thiessen who immediately struck an agreement about inflation targets with the new government that weakened them only cosmetically. Specifically the target range of 1 -3 per cent for inflation had, under Mr. Crow, been seen as a step along the way to Aprice stability@, defined as an inflation rate of clearly less than 2 per cent., which was to be attained in 1995. Under Mr. Thiessen the quantitative definition of Aprice stability@ was postponed pending further experience, and in fact the 1 -3 per cent range has now become a permanent feature of the economic landscape.
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In addition to supporting inflation targets, that same new Government, having abandoned its election pledges to abolish (or Areplace@) the GST and to seek major revisions to the North American Free Trade Agreement, then proceeded to put in place, beginning with its 1995 budget, a fiscal regime that, three years later, brought to an end a quarter century of deficits and has produced surpluses ever since, even during the slow-down of 2001-02. The Amonetarist arithmetic@ that had hung over Canada=s inflation targets from their inception was thus transformed from a serious threat into a strong support that no-one who had followed the 1993 election campaign could reasonably have foreseen.
Finally, it is worth reiterating that the Bank of Canada either achieved or undershot its assigned targets from the outset, and that the experience of low inflation from 1991 onwards must also have made its own contribution to the regime=s credibility. Figures 2 and 3 which present data on short and long term interest rates show how these fell in Canada in the mid-1990s, and also how long-standing US-Canadian interest differentials essentially disappeared at that time.
Though Canada=s inflation targets have been in place for a decade, then, the creation of the broader policy framework necessary to establish their credibility and to create political support for them was an altogether slower process, and it would be wrong to think of the current monetary order having been firmly in place before about 1995. This in turn makes the experience of the second half of the 1990s particularly relevant to assessing that order=s performance, and the accompanying charts should be read with this in mind. They show that, compared to the previous two decades, the period of inflation targeting in Canada has been one of immense improvement in economic performance: inflation has fallen and then remained low (Chart 1), as have nominal interest rates (Charts 2 and 3); real output growth has increased (Chart 4) and unemployment fallen (Chart 5), particularly towards the end of the decade, while the government debt to GDP ratio, particularly at the federal level, has fallen dramatically (Chart 6), as has the net foreign debt to GDP ratio.(Chart 7).
To be sure, no-one would want to attribute all of these results to the monetary order alone. The USCanada Free Trade Agreement, and its successor the NAFTA, played their part here, as did reforms of the Employment Insurance System. But a monetary order based on inflation targets and supported by budget surpluses has surely had much to do with setting and keeping in motion a virtuous economic policy circle in which monetary stability=s influence on interest rates has made fiscal stability easier to attain, which in turn has simplified the monetary authorities= task. The joint effect of these developments has been a benign macroeconomic policy background against which the ongoing microeconomic adjustments made necessary by the NAFTA have become easier to make.
If ever there was a place and time when the Ait ain=t broken@ case could be made for Anot fixing@ a monetary order, it has surely been Canada in the last four or five years, and yet over this period, there has been a growing opinion among the business community, and among some academic economists too, that the time has come, or at least is fast approaching, to replace the current arrangement with a monetary order based in some way on the United States dollar. Two main arguments are advanced in favour of such a move. The first involves It should be noted, however, that though Mr. Cellucci broached the issues of labour and goods market integration that might involve a harmonisation of external tariffs and immigration and refugee policies, as well as a common energy policy (which already seems to exist under the NAFTA), he did not explicitly mention the issue of monetary integration.
The Canadian Dollar=s Depreciation and The ALazy Manufacturer@
Chart 8 tells the story of the Canadian dollar=s exchange rate against the U.S. dollar over the last three decades.
There has been a depreciation of a little over one third. In the 1970s and early >80s, this could be attributed to a significant degree to Canada=s inflation rate being higher than that in the U.S., but for ten years now, this factor has, or ought to have been, working in the opposite direction. One important and under-stressed fact stands out in Chart 8, however: namely, that how big the depreciation of recent years might seem depends crucially upon the starting point one chooses as a basis for comparisons. Since 1990, it has been dramatic, but the exchange rate had already sunk a little below 70 cents for a short time in the >80s. Or, to put it another way, how serious a problem might be posed by the exchange rate=s current value depends on whether its trough in the mid 1980s, its peak in the early >90s, or perhaps both, are regarded as anomalous.
Some critics of the current monetary order have suggested that the Canadian dollar=s depreciation since the early 1970s of a little over 30 per cent. can, in and of itself, be taken as measuring the extent of the fall in local living standards relative to those prevailing in the United States that exchange rate flexibility has either created or permitted. Thus Courchene and Harris (1999b) (2001), an exponent of the view that the dollarization of Canada is inevitable, has referred to the currency=s decline as Aa national pay cut@. This is, of course, a debating point, and a misleading one at that, but those who have resorted to it have also made other more substantial arguments about the influence of the exchange rate on living standards which require respectful attention.
In particular, these critics stress the much discussed matter of labour productivity growth in the Canadian economy, and note that though this improved in the 1990s, particularly in manufacturing, the gain fell short of that attained in the United States.
12 They then point out that the exchange rate moved from a value significantly above its purchasing power parity level of around 80 cents in 1990, to one significantly below it by the end of the decade, and argue that this decline has itself been an important cause of slow productivity growth in Canada. Two potentially complementary mechanisms are said underlie this causative relationship. The first of these has been termed the lazy manufacturer hypothesis, and suggests that the declining exchange rate has discouraged many firms, particularly exporters, from taking productivity enhancing measures of all sorts.
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This idea, though widely believed, is hard to take seriously when it is subjected to analytic scrutiny, and 12 A more general concern with the behaviour of the standard of living, as measured by GDP per capita, underlies the stress placed on labour productivity in Canadian debates. It is worth noting that business sector multi-factor productivity actually grew a little faster in Canada than in the US in the 1990s. See Pilat (2001) . This section of the current paper draws heavily on Laidler and Aba (2002) 13 These arguments have been advanced by Grubel (1999) and Courchene and Harris (1999a) in particular. The phrase lazy manufacturer seems to have been introduced by John McCallum (1998), who, however, is skeptical of the argument. even some critics of the current monetary order who have advanced it, notably Courchene and Harris (1999a) have been careful to term it a Aconjecture@. It has it that Canadian firms, particularly in manufacturing, when faced with increasing foreign competition from jurisdictions where productivity has been growing rapidly have relied on a declining exchange rate to protect them, rather than take productivity-enhancing measures of their own to meet that competition, as they would have been forced to do under a monetary order involving some sort of fixed exchange rate.
At first sight, this argument seems similar to that which has high inflation created by monetary laxity undermining productivity growth, and perhaps it derives some superficial plausibility from this appearance.
However, the arguments are in fact quite different In the case of high and variable inflation, it is uncertainty about the structure of relative prices that is said to deter investment and distort its structure too, hence undermining real economic performance. But, according to the lazy manufacturer hypothesis as applied to Canada in the 1990s, the baleful effects of a declining exchange rate have appeared against a background of low and stable inflation, by way of a mechanism that relies not on uncertainty about a volatile exchange rate, but on the very predictability of exchange depreciation.
From the standpoint of orthodox economic analysis, the main difficulty with the lazy manufacturer hypothesis is its incompatibility with profit-maximisation. If productivity enhancing steps had in fact been readily available to Canadian manufacturers in the 1990s, then the declining exchange rate which permitted their survival without taking such measures must also have provided significant profit opportunities that they failed to exploit. 14 Only if these firms are satisficers of some sort is this point not sufficient to refute the lazy manufacturer hypothesis. Though there are badly run firms everywhere, some of which may well behave Aas if@ satisficers, there seems to be no independent evidence that such behaviour is more prevalent in Canada than anywhere else.
Even more compelling here, however, is a growing body of empirical evidence on the details of labour productivity growth in the US and Canadian economies. If the behaviour of some economy wide variable such as the exchange rate lay at the root of poor productivity performance in any economy, one would expect its influence to be by and large across the board, albeit perhaps a little concentrated in sectors directly involved in foreign trade. It is, however, well known by now that the spectacular productivity gains that have been made in the United States in the 1990s have been very narrowly concentrated in the electrical and machinery manufacturing sectors.
Outside of these two sectors, the gains have been much more modest. Indeed they have sometimes fallen short of those made in the comparable sectors of the Canadian economy. The upshot is that Canada=s lagging labour productivity overall is more than accounted for by two facts: electrical and machinery manufacturing are a much smaller part of the Canadian economy than of the US, and Canadian firms in these sectors have performed relatively less well than their US counterparts.
15 Furthermore, if one looks for Canadian firms that have performed badly in a absolute sense in the 1990s, these are heavily concentrated among small manufacturers of all sorts, only about ten per cent of which are engaged in exporting. These details of the data might give cause for concern, but it is hard to deploy them in support of the view that the nature of the Canadian monetary order in general, or its exchange rate component in particular, are responsible for the economy=s labour productivity performance.
The Exchange Rate and the Price of Capital Goods
Rapid productivity growth in the electrical machinery and manufacturing sectors in the United States in large measure reflects the rapid technical progress that has been made in information and communications equipment, and this equipment is, of course, an input into the production of other goods. Firms that have invested heavily in it in the 1990s should themselves have experienced extra productivity growth as a result. 16 This point, and the fact that Canada is an important importer of such equipment from the US, requires, as Richard Harris (2002) has forcefully argued, that a second argument linking the exchange rate=s depreciation in the 1990s to the economy=s productivity performance be taken seriously, namely that rising prices of imported capital goods have discouraged investment, particularly in new technology.
Note, however, that even if this argument is factually correct, which Lamarre (2002) has recently questioned, it is, as both he and Lafrance and Schembri (1999-2000) have stressed, an argument about the effects of a falling real exchange rate on relative input prices. In order to show that such effects as exist can be traced to the workings of Canada=s current monetary order, it must be established that the decline in the real exchange rate that undoubtedly took place in the 1990s can plausibly be attributed to the functioning of a flexible nominal exchange rate within that order. If instead, the real exchange rate=s behaviour has itself been the consequence of real factors, then under a fixed nominal exchange rate the same real depreciation would have had to take place through other channels. And in that case, the relative price of imported capital goods faced by Canadian firms would still have risen, and would still have tended to discourage productivity enhancing investment.
It is one of the curiosities of the literature on exchange rate regimes that purchasing power parity commands so much attention and respect, not just as a concept to be deployed when making international comparisons of living standards where it is indispensable, but as a theory of the long run behaviour of nominal exchange rates too. The frequency with which the word Amisalignment@ is used synonymously with Adeviation from purchasing power parity@ when the exchange rate is discussed in Canadian debates attests to the idea=s influence. And yet to use words in this way, and thus rely on purchasing power parity as a guide to the long run 15 See Rao and Tang (2001) , especially Table 2 , for evidence on these matters. 16 Note that potentially important measurement issues arise at this point. To the extent that productivity growth in equipment producing industries is overstated by the widespread use of hedonic price indices to deflate nominal output, it will be understated in equipment using industries, and vice versa. equilibrium level of the nominal exchange rate, is equivalent to advancing the hypothesis that, in the long run, the equilibrium Canada -US real exchange rate is a constant. The US, however, is an importer of primary commodities, and Canada is a major exporter. They accounted for just over 30 per cent of Canadian exports at the end of the 1990s, down from about 50 per cent thirty years earlier, though their share in Canadian GDP has remained essentially stable at a little over 10 per cent over that period. Given that world commodity prices are extremely variable, real exchange rate constancy between Canada and the US is highly unlikely, and indeed, what is locally referred to as the ABank of Canada Equation@ is consistent with the proposition that this is not the case.
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The equation in question was first developed in the early 1990s (see Amano and van Norden 1993, 1995) and, unusually in the exchange rate literature, it is still performing well despite its extreme simplicity (see Laidler and Aba 2002 for a recent up-date). This equation makes the real exchange rate a lagged function of three variables: the real price of non-energy commodities, the real price of energy commodities, and the short-term USCanada interest differential. The property that makes this equation Awork@ is its division of commodity prices into two components. Non-energy prices enter, and strongly, with the expected positive sign, but energy prices usually take a perverse sign, and sometimes, particularly when more recent data are used, are statistically insignificant too.
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The Bank of Canada equation has proved to be rather robust, particularly as far as the role of non-energy commodity prices is concerned, even in the face of data generated since it was first developed. Chart 9 displays the outcome of the following standard exercise reported by Laidler and Aba (2002) . The equation in question was estimated over the period 1970-1995, with the coefficient on commodity prices being allowed to take a different value in each decade, to pick up the effects of what is believed to be the declining importance of commodities among Canada=s exports, and then used as the basis of a dynamic simulation to generate forecasts of the nominal exchange rate down to the end of last year. This chart shows in particular that the equation picks up the exchange rate=s decline in the mid-1980s, and attributes its subsequent recovery to a combination of tight domestic 17 In his influential survey of these issues, Kenneth Rogoff (1996) did not mention terms of trade changes as a reason why exchange rates among advanced countries might deviate from purchasing power parity, even though they lie at the centre of many discussions of the behaviour of the exchange rates of less developed commodity producing countries. In more recent work, however, (Chen and Rogoff 2002) , he has investigated commodity price effects on the exchange rates of Australia, Canada and New Zealand. They are present in all three cases, but seem more fragile for Canada than for the other two countries. 18 Why energy prices enter the equation in this way is a matter of ongoing debate. One explanation, favoured by Bank of Canada researchers, is that Canadian manufacturing exports are particularly energy intensive, and that the depressing effect of rising energy prices on their international competitiveness more than offsets the direct effect on the real exchange rate of the prices of energy exports themselves. Another, due to John Helliwell (2000) , suggests that the result is an econometric artifact stemming from the fact that large swings in energy prices are often associated with international political developments that trigger a flight to quality effect on the US dollar=s international value. Hence rising energy prices have been correlated with US dollar appreciations because both have had a common cause, and not because one has brought the other about. monetary policy in Canada, and a world-wide commodity price boom. It also suggests that the decline in the exchange rate in the latter half of the 1990s, which helped to start the current debate about Canada=s monetary order, was the predictable consequence of the behaviour of commodity prices and interest rates over that period.
More generally, but crucially as far as the debate about the sources of poor productivity performance are concerned, there is no evidence that the decline in the real exchange rate during the 1990s, which undoubtedly has made imported capital goods more expensive and may therefore have contributed to the relatively slow growth of labour productivity in Canada over that period, can be attributed to the monetary order. 19 Rather it seems to have been the consequence of deeper seated real forces that have made a large fraction of Canadian exports less valuable than they previously were. If this is so, then under any monetary order based on a fixed nominal exchange rate, the burden of adjustment would have fallen on domestic prices and money wages. Indeed, Robson and Laidler (2002) estimate that, had a fixed nominal exchange rate been in place, an average rate of deflation (as measured by the GDP delflator) of between 1 and 2 per cent per annum would have been required in the second half of the 1990s to bring about the fall in Canada=s real exchange rate required by declining commodity prices.
There is, then, a strong burden of proof upon those who argue that some sort of fixed exchange rate would have served Canada well in recent years to explain either why they believe that such a deflation would have been unnecessary, or how it could have been accomplished without a recession that would have tended to reduce, not increase, the rate of productivity enhancing investment relative to that which has actually been achieved.
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Proposals for a Common North American Currency
Even though there is no evidence that Canada=s post-1991 monetary order has contributed to a poor real economic performance on any front, proposals for replacing it began to attract attention in 1998. No serious commentator has advocated the simple adoption of an adjustably pegged exchange rate of the traditional type as an end in itself, though Harris (2001) suggested that an exchange rate regime resembling the 1990s European Exchange Rate Mechanism might be a useful first step towards fuller North American monetary integration, while Courchene and Harris (1999a) argued that a fixed rate regime, whose details they did not spell out, could play the same role prior to the establishment of a fully fledged North American Monetary Union (NAMU) based on a new common currency. However, other opponents of the current order, notably Herbert Grubel (1999) , have agreed from the outset with its defenders that the problems of establishing credibility for a pegged exchange rate, whose value could be set, and therefore changed, by a simple administrative decision taken by the Minister of Finance, would make such a half-way house inferior to either extreme.
A legislatively fixed value for the exchange rate is the next step along the continuum that lies between a pegged rate and a common currency. The recent collapse of Argentina=s version of such an arrangement (usually, though misleadingly referred to as a currency board) has been widely noted in Canada, however. 21 That is why a common North American currency is increasingly seen as the alternative of choice to current arrangements.
Indeed just such an arrangement was proposed by Grubel in the (1999) pamphlet that set the current Canadian debate in motion.
Grubel, however, working from the European blueprint, envisaged a new North American currency -the Amero -with monetary policy overseen by a new supra-national central bank. This proposal suffers from the fatal defect, more obvious with hindsight than initially, that neither the United States authorities nor the United States electorate has shown the slightest interest in it. In the late 1990s, when Grubel prepared his proposal, he was able to argue that, in the then immediate future, currency competition from the soon-to-be-launched Euro might sufficiently threaten the international role of the dollar that the creation of a new North American currency could become attractive, both economically and politically, to the US. At the current juncture, and whatever might happen in the longer term, this possibility does not seem to be on any near-or even medium-term horizon. Thus, it is now understood that, if Canada is to adopt a monetary order based on a common North American currency, that currency is going to be the United States dollar, and it is this form of monetary integration that I shall henceforth discuss.
Some commentators, for example Cooper (2001) , have suggested that market forces alone will lead to the voluntary adoption of the US dollar as Canada=s domestic currency. However, such hard evidence as exists on these matters suggests that any tendencies in this direction are hard to discern. Robson and Laidler (2002) show that Canadian residents= holdings of US dollar denominated accounts in domestic banks rose in the 1990s to about 9 per cent. of M3, but also that this rise simply restored them to levels that had already been seen in the 1970s. As for the use of the US dollar as a unit of account for transactions between agents resident in Canada, preliminary work by the Bank of Canada (Murray and Powell 2002) suggests that, though not unknown, the practice is relatively rare. And this is to say nothing of the well established result that the network externalities inherent in monetary exchange present a barrier to the market driven replacement of one currency by another that is sufficiently strong to resist all pressures except those associated with extremely high and variable domestic inflation, a phenomenon that is completely absent from Canada.
The Economics of Adopting the US Dollar
If Canada is to adopt the US dollar, then, that will have to be the outcome of a deliberate policy choice, and the strongest argument in favour of such a choice is the reduction in transactions costs that such a move would bring One study (Frankel and Rose 2000) , widely cited in the Canadian media, has suggested that a gain of as much as 37 per cent in Canadian GDP might be created over a decade by the adoption of a common North (2001), while Thom and Walsh=s recent (2002) time series study of the Irish economy finds essentially no effect on its real performance from the end of its common currency arrangement with the UK, and also notes that the beginning of later and still continuing AIrish miracle@ predated the establishment of the Euro.
Even if we ignore all this, which we probably should not, it is as well to note that Frankel and Rose=s Fairfield points to the well known fact, long ago noted by Robert Mundell (1961) in his pioneering paper on optimal currency areas, that the goods produced on the two sides of the US.-Canadian border at any particular longitude are rather close substitutes for each other. Thus the pattern of comparative advantage in North America implies that the major gains are to be made, not from north-south, but from east-west trade. That being the case, the existence of quite small artificially imposed barriers to north-south trade can have a large negative effect on its volume, and their removal can lead to large increases. This hypothesis, for which Fairfield presents empirical support based on calibration exercises, both explains why border effects in North America are large, and why relatively small changes in cross-border transactions costs, such as the NAFTA brought about, can also have a large effect on their magnitude; and it also suggests that the transactions cost reductions associated with the adoption of a common currency could have similarly large effects on trade volumes.
However, this hypothesis has an important corollary which Fairfield does not explore: namely, that the output, not to mention the welfare, losses and gains implicit in border effects and changes in transactions costs are small in the US.-Canada case. If this is so, then Frankel and Rose=s own skepticism about their estimates of the gains to Canadian output that might be realised by adopting the US dollar, estimates which are, after all, extrapolated from results obtained using data from other times and places, is well justified. All in all, it is hard to resist the Helliwell=s suggestion that the best thing to do about this whole contentious question is await the outcome of the natural experiment now taking place in Europe, where a common currency has been adopted by the Euro12 countries as a major element in a concerted drive to create a single market in goods services and capital, but not by three others also involved in that drive, namely Denmark, Sweden and the UK.
Any gains from lower transactions costs associated with monetary integration would in any event come with a price in the Canadian case. To begin with, if Canada=s real exchange rate fluctuations are driven by market fundamentals that monetary integration would not change, then under a common currency arrangement of any sort, Canada would not simply import US price level behaviour, as is widely believed. This would only be the outcome were the US.-Canada real exchange rate to remain constant over time, but, as we have seen, this has
clearly not been the case in the past. The current monetary order enables Canada to maintain stable inflation while absorbing real exchange rate changes by movements in the nominal exchange rate, and this ability would be lost under a common currency. Given that Federal Reserve policy continues in future as it has in the recent past, to deliver low and stable domestic inflation for the US, then either domestic inflation in Canada would become more variable than it now, or Canadian output and employment would fluctuate more, or both.
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How serious a problem this would pose depends on whether monetary integration is envisaged as a measure in its own right, or as part of a broader package that also involves goods, and particularly labour, market integration. At present, fluctuations in the demand for labour, particularly in commodity production, that are associated with swings in world commodity prices, are usefully buffered to some extent by nominal exchange rate changes. With the latter mechanism eliminated under a common currency, all of the pressures involved here would be brought to bear on domestic money wages and prices, and given Canada=s rather (by North American standards) rigid labour market, this would involve potentially serious fluctuations in employment. Absent a common North American labour market, these would have to be accommodated within Canada, but they would present much less of a problem were it possible for workers displaced from the Canadian commodity sector to seek work anywhere in North America. Linguistic and cultural barriers to international labour mobility would almost certainly prove to be much smaller there than they are in the Euro zone. Even so, future European experience in responding to asymmetric shocks under a common currency will provide useful evidence on the relevance of this matter to the North American case.
These points are well understood in Canada, but much less attention has been paid to another set of important issues to which Robson (2001) and Robson and Laidler (2002) have recently drawn attention. They point out that there can be a good deal more to monetary integration than the adoption of a common currency, depending on the form it takes. Simple unilateral dollarization of the Canadian economy along Panamanian or Ecuadoran lines would leave Canadian regulatory and clearing systems as they currently are. To the extent that the harmonization of such arrangements with their US. counterparts would be required to achieve full integration of the North American monetary system, then gains from unilateral dollarization might turn out to be disappointingly low. Indeed there might be losses, because unilateral dollarization would deprive the Canadian monetary authorities of the ability to create new liquidity at will for the financial system should circumstances require it.
The importance of this last factor was brought home dramatically by the events of September 11, when the Canadian clearing system was saved from breakdown only by an immediate and large injection of high powered money by the Bank of Canada. Furthermore, it should be noted that the final breakdown of the Argentinian monetary system was precipitated by a banking crisis which might have been prevented had that country=s central bank been able to provide unlimited lender-of-last-resort facilities when the system first began to encounter liquidity problems. To be sure, under unilateral dollarization, the Bank of Canada, or indeed the large chartered banks, could hold stocks of US dollars, or arrange US dollar lines of credit, so the Canadian system would not be entirely devoid of access to liquidity in times of crisis, but these expedients would be costly, and could never provide quite the degree of security to the Canadian financial system that is currently available from a central bank that can create domestic money in unlimited amounts.
These considerations strongly suggest that unilateral dollarization would raise costs of doing business for America.
The Politics of Adopting the US Dollar
But, and it is a very large but indeed, this solution, so simple from an economic point of view, raises extraordinarily difficult political issues. As was noted earlier, the Bank of Canada is a crown corporation, but 
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Any form of monetary integration that could conceivably meet Canada=s economic needs would have to provide Canadian banks with access to central banking services of the same quality as are available to their US competitors, and subject them to a regulatory and supervisory regime that did not put them at a competitive disadvantage. To achieve these ends, the active co-operation, not just of the US monetary authorities, but of the US Congress and executive as well would be required, and it is not clear how much of the needed co-operation would be forthcoming. It is worth recalling, for example, that, in 1999, Argentina=s attempts to negotiate a form of dollarization were gently but firmly rebuffed by the United States. As Lawrence Summers (1999) Canada=s financial system under monetary integration, it is hard to believe that the United States authorities would be willing to negotiate the provision of central banking services to a set of institutions that remained subject to a separate and distinct regulatory regime. Note that Secretary Summers explicitly linked these matters in his statement. Either, then, Canada would retain a separate system with the disadvantages already described, or these functions too would be exercised according to rules laid down in the US, with no recourse for the Canadian electorate through political channels, should they be adversely affected, or think themselves to be adversely affected by their application.
The transparency of monetary policy, and the political accountability of those who make it (not to mention of supervisors and regulators too) is a feature of Canada=s current monetary order upon which much energy has been, and continues to be, expended. It is hard to believe that the electorate would find their surrender acceptable. 22 It will, therefore, be difficult indeed, perhaps impossible, to find a form of North American monetary integration that would be simultaneously economically efficient in Canada and politically acceptable on both sides of the US-Canadian border.
Summary and Policy Implications
Some of the arguments presented above, and some of the conclusions drawn are surely uncontroversial. The monetary choices that currently face Canada lie not between exchange rate regimes per se but between competing monetary orders, and both of the alternatives currently being considered are viable from the technical economic point of view. Inflation targeting, supported by conservative fiscal policies, has delivered low and credible inflation, and the economy=s real performance in the last few years has been excellent by the standards of the preceding three decades. On the other hand, some form of monetary integration with the United States, whether it were to take the form of unilateral dollarization or a negotiated absorption of the Canadian monetary system into that of the US also look feasible from a technical economic standpoint. There are obvious advantages in the way of reduced transactions costs to be had from such a monetary order, furthermore, if it takes the second form.
North American monetary integration might nevertheless have some economic drawbacks. To stress the importance of terms-of-trade changes as influences on Canada=s real exchange rate leads directly to the view that a flexible nominal exchange rate is extremely useful in helping to reduce the shocks that these would otherwise impart to domestic money wages and prices. These are strong arguments, well grounded in theory and empirical evidence, but two points nevertheless must be noted. First, it may be that, under monetary integration, Canadian institutions would adapt so that nominal wages and prices would become more flexible; and second, were monetary integration to be accompanied by measures to enhance goods and labour market integration, then the resource re-allocations that occur in response to real shocks would have their consequences spread across a much bigger market than at present, and the case for easing them by way of nominal exchange rate adjustments would be weakened. 23 On the economics of the matter, then, it is possible for reasonable people to disagree about where the balance of advantage actually lies here between the status quo and monetary integration of some sort.
The critical issues at stake are not economic but political, and they are often stated in terms of national sovereignty. Now national sovereignty is eroding on many fronts across the world, and Canadian commentators often point to developments in Europe as an example to be emulated in North America. However, European nations have ceded sovereignty to EU-wide institutions -the Council, Commission, Court, Parliament, and in monetary matters to a Central Bank, -and, though there are complaints about a Ademocratic deficit@ at the European level of government, citizens of all European nations are in the same position vis-a-vis its institutions.
Given current American attitudes, however, which from an American standpoint are surely quite reasonable, it is hard to envisage the United States ceding any control in matters of monetary policy or financial regulation and oversight to any officials who are not fully and solely accountable to the domestic electorate.
The only form of North American monetary integration that is politically feasible, therefore, would involve Canada in ceding sovereignty over monetary matters, not to some supra-national institution which would wield its authority on behalf of all members of a North American Monetary Union, and be accountable to members of the Canadian electorate among others, but to authorities answerable only to the elected government of a neighbouring nation. Such a step would involve not just a surrender of Canadian national sovereignty, but much more importantly, a significant attenuation of the authority and accountability of representative government as it would affect Canadian citizens. It is in this latter effect that constitutes the really unpalatable political consequence of North American monetary integration relative to the maintenance of the current monetary order, and it deserves more attention than it is currently getting either in the context of the Canadian policy debate, or, more generally, in the academic literature on monetary unions.
Finally, it is worth recalling that Canada=s current monetary order is coherent and is functioning well, and that it is hard to find serious evidence in support of the claims made by its opponents that its workings have had seriously adverse effects on the economy. In the light of these considerations, and in the light of the grave political problems implicit in North American monetary integration, it is hard to make case for Canada=s doing anything other than persisting with its monetary status quo. II 1973 II 1975 II 1977 II 1979 II 1981 II 1983 II 1985 II 1987 II 1989 II 1991 II 1993 II 1995 II 1997 II 1999 II 2001 Quarter
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